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Introduction

Toward the end of 1988, Pakistan's deteriorating resource situation caused a
financial crisis, remnants of which still exist today. In 1988 the government's
budget deficit reached 8.5 percent of Gross Domestic Product (GDP), inflation
accelerated, the current-account deficit doubled to 4.3 percent ofGross National
Product (GNP), the external debt-service ratio reached 28 percent of export
earnings, and foreign exchange reserves fell in half to $438 million, equal to less
than three weeks of imports (World Bank, 1991, p. ii).

These developments eroded the government's ability to affect the country's
development. In fact, the encouragement of private-sector activity, particularly
investment, is the only viable option open to the authorities. It follows that for
policy purposes the most important issue involves restructuring government
expenditures and their financing in a manner that would provide the maximum
inducement to private sector capital formation, especially in manufacturing.
Operationally, this means finding an optimal balance among the government's
three most important budgetary items: military expenditures, public consumption,
and infrastructure development. More importantly, since there is abundant
evidence that the government's deficits have crowded out a certain amount of
private investment (Kemal, 1989; Burney and Yasmeen, 1989; Khan and Iqbal,
1991), the authorities must achieve this balance within the context ofa reduced
level ofexpenditures and/or tax increases.

Military expenditures are an obvious candidate for expenditure reductions. At
around seven percent of GNP in 1992, Pakistan's military burden is one of the
heaviest in the world, and is more than twice that ofIndia. But debt-service has
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overtaken ~li~ary expenditures as the single largest item ofgovernment spending.
In 1971 this Item was three percent of GNP; by 1993/94 it had risen to 8.2
percent. During fiscal 1994/95 debt-service will account for 8.2 percent or 35
percent oftotal budget spending (Blum, 1994, p. 2), compared with 26.4 percent
for th~ military sector (Rashid, 1994, p. 61). Apparently the government
recognizes the burden that military expenditures place on the economy for the
1994/95 bUdg~t since the ~Iitary expenditures.item will increase only 8.6 percent
even though m the prevIOus year India increased military expenditures by 20
percent (Bokhari, 1994, p. 5).

Against this background the purpose of this chapter is to examine Pakistan's
macro~co~omic.~rospects ~or the remainder of the 1990s. In particular, and
a~suml~g It polttJ~ally possible, we are interested in examining the scope for
stlmulatmg economJC growth and expansion through restrained allocations to the
military sector'.

~.ereas a com~arative perspective provides some insights as to the workings
of mtlltary e~pendltures and the macroeconomy, a full understanding can come
only by lo~kmg at these relationships over time. In this regard, several studies
have exammed the manner in which Pakistani military expenditures have
interacted with various macroeconomic aggregates. These studies can be broken
down into four types: (I) causation analysiSZ where an attempt is made to assess
whether military expenditures initiate economic change or, in contrast, are
affecte? by changes in the macroeconomy, e.g., do increases in military
expenditures cause follow-on changes in the economy, or instead, do economic
changes result in movements in military funding? (2) linkage identification where
the strengths of the identified causal patterns are estimated, that is, how much
does a rupee ofmilitary expenditures alter GDP over time? (3) hudgetary priority
analySIs where expenditure priorities and budgetary tradeoffs are identified, and
~4) modeling where, drawing on 1,2 and 3, military expenditures are examined
m ~h~ con~ext of alternative fiscal packages, for example, how does varying the
eXlstm~ size of the budgetary deficit affect the manner in which military
expenditures affect the macroeconomy? The present study falls in this category.

A simulation of Pakistan's macroeconomy, 1974-1991

Drawing on previous causal and econometric tests, a 33-equation policy model
was developed (see the appendix, preceding the "notes" sectionl The main
concern was identifYing the main links between military expenditures and
economic activity. These links are assumed to be both direct (as with Keynesian
demand creation) and indirect (through possible deficit-induced crowding-out of
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private activity and/or diversion of private savings to the public ~ector. Here is a
brief summary discussion of the more important of the 3~ eq.uatlons..

(I) Gross domestic product is affected mainly by expansion I.~ the pnvate rK),
and public (GK) stocks ofcapital, employment (EMP), and nuht~ry expenditures
(MILX). The link between GDP and non-military expenditures was not
statistically significant. "

(2) Employment increases with an expanded populatIOn (POP) and With
increments to the stock of public infrastructure (IGT).

(3) Military expenditures expand in line with the ~en~ral size of the economy
(GDP), but allocations to the military compete With mfr~structure (IG!) for
funding. In addition, expanded levels of foreign borrOWing ~ORFP) In the
previous year constrain allocations to the military. The same IS also true for
increased levels of indebtedness to international institutions (PDII).

(4) Non-military public expenditures also expan~ed in line with GD~.

Allocations to this category were reduced by short run Increases (6. MILX.I) In
the military budget.

(5) Gross national savings· expand with the general growth of the economy
but these funds are preempted (crowded out) by the current fiscal deficit (GDEF),
as well as by the deficit in the previous year (GDEF.I). .

(9) Public horrowing in domestic markets was largely a function of the fiscal
deficit. The authorities' ability to borrow internationally reduced some of the
pressures on the domestic capital markets. .

(10) Public borrowing inforeign capital markets was also largely a functlo~

ofthe fiscal deficit. But again, increases in military expenditures reduced, ceterIS
paribus, the amount of funding from this source.

(11) Private investment in large-scale manufacturing, followed a. lag
adjustment pattern whereby investment in anyone year was undertaken to b~dge

the gap between investors' optimal and actual capital stocks. In tum, the 0.p.tJmal
level ofprivate investment was influenced by ~Iitary expenditu~es an~ ablhty to
attract foreign funding (BORF). Once more, thiS category of pnvate mvestment
was crowded out by the fiscal deficit. .

(13) Private investment in non-manufacturing activities expanded With the
total size of the economy (GDP) and availability of savings (GNS). In contrast to
investment in manufacturing, however, this type of investment was discouraged
by expanded military expenditures. .
. (17) Inflation is largely a function of expanded credit to the pubhc sector,
together with movements in the international price level. .

(18) Government credit from the monetary system was related to past defiCits
and to short run movements in military expenditures (6.MILX.,).
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